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CHAPTER ONE- INTRODUCTION
a) Background
When a person passes away, all of his or her assets go into an estate. An
estate is all the possessions of one who has died and are subject to probate (Grant
1). Before the assets are distributed to the beneficiaries of the decedent, a
determination must be made as to whether a federal estate tax must be paid.
Many times, a decedent’s estate will include a business that the decedent
owned and operated. Often this is a family-owned farming and ranching business.
Because the decedent owned the business, there is the possibility his or her estate
will have to pay federal estate tax because the value of the business on the date of
death of the decedent is included in the estate.
The federal estate tax has recently been a contested issue in the United
States. There are various views on what to do with the legislation of the federal
estate tax. With the current amount of federal estate tax exemption, some say
thorough planning can allow for minimum impact of the federal estate tax on
farming and ranching businesses in America. However, others say legislative
uncertainty can make thorough planning difficult and could potentially harm
farming and ranching businesses because of the lack of long-term consistency.
b) Definition of a Farming and Ranching Business
In order to properly look at the issue of whether or not farming and ranching
businesses in America are affected, a basic definition of what a farming and ranching
business is must be outlined. From the U.S. Small Business Administration (SBA)
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website, a small business must be independently owned and operated, organized for
profit, not dominant in its field, as well as subject to certain SBA size standards
(What 1). These size standards are dependent upon the business industry.
In the agricultural industry, annual receipts may not exceed $0.5 to $9.0
million, depending on the product(s) being sold, to be classified as a small business
(What 1). For the purposes of this thesis, a farming or ranching businesses will be
one that has annual receipts between $0.5 million and $9 million and is the main
source of income for the family. This standard gives a framework to look through for
analyzing whether or not federal estate taxes have consequences on farming and
ranching businesses in America.
c) Definition of the Federal Estate Tax
The estate tax is defined as the tax on the right to transfer property at death.
Gross estate would include any assets owned at the time of death. This could be real
estate, cash, stocks, bonds, businesses, and decedent-owned life insurance policies
(SOI 1).
d) Research Questions to be Answered
One central divide that has emerged on the federal estate tax issue is
whether or not it adversely affects farming and ranching businesses in America. An
adverse effect on a farming and ranching business would be if business assets would
need to be sold in order to pay the federal estate tax. There are opinions on both
sides of this issue. Thus, the first research question to answer will be:
i.

Does the federal estate tax have adverse consequences on farming and
ranching businesses in America?
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After a conclusion is drawn on whether or not there are adverse effects from the
federal estate tax on farming and ranching businesses in America, it will need to be
determined whether or not reform to the estate tax is necessary. A second research
question will then need to be answered.
ii.

If any reform is necessary, how should the federal estate tax law be
modified?

In answering the above questions, a thorough discussion will be presented on the
effect of federal estate taxes on farming and ranching businesses.
CHAPTER TWO- HISTORY OF THE FEDERAL ESTATE TAX
The federal estate tax has been a part of the tax system of the United States
for a long time. Before looking into the debate today, a historical overview of the
federal estate tax would be helpful.
a) History of the Federal Estate Tax
Originally the federal estate tax was used sporadically rather than
consistently. The first time the United States used any form of federal estate tax was
with the Stamp Act of 1797. With this Act, stamps were required on wills in probate.
The tax revenue the government accumulated from this was used to pay off debts
from war. However, the Stamp Act was repealed in 1802 (Robbins 1). This was not
the last time a form of the federal estate tax would be used. When financing was
needed again for the Civil War, a federal inheritance tax was put into effect. As
before, when the war was over and there was no longer the financial need, the tax
was repealed (Robbins 1).
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The modern federal estate tax came about in the early 1900s. The Revenue
Act of 1916 included a federal estate tax with components that are still used today.
Two key components were introduced at this time. The first component was an
exemption amount for an estate, which was set at $50,000. The second component
introduced the escalated tax rate. This meant a lower tax rate was used for estates
just over the $50,000 exemption, and then as the estate value climbed higher, the
tax rate on the estate increased (Robbins 2). The following “Estate Tax Rates, 19162013” chart from the article “Estate Taxes: An Historical Perspective” from The
Heritage Foundation’s website shows how tax rates have changed since 1916. As
shown, the federal estate tax rate has changed drastically over time.

Another major change in the federal estate tax came during the mid-1970s.
During 1976, Congress combined the federal estate tax and gift tax credit to make
them into one single credit. A gift tax is a tax on the transfer of property from one
4

living person to another (Robbins 3). This prevented people from taking advantage
of both tax credits and closed a loophole in the tax system. This loophole allowed
people to give away a maximum amount through the gift tax credit, as well as
allowing a maximum amount of wealth to be passed on to their descendents. Thus,
creating a unified credit prevented people from using both credits and lessening
their estate value prior to death.
The Economic Growth and Tax Relief Reconciliation Act (EGTRRA) was
passed in 2001. One of the purposes of this Act was to move towards eliminating the
federal estate tax completely (Robbins 3). It was set to phase out the federal estate
tax by 2010, and, as the following chart shows, it did just that as there was no
federal estate tax for 2010. This chart also shows that after 2010, the federal estate
tax was brought back into the tax system with a $5 million exemption and a 35
percent tax rate (Estate Tax FAQs 1).
YEAR

EXEMPTION

TOP RATE

2002

$1 million

50%

2003

$1 million

49%

2004

$1.5 million

48%

2005

$1.5 million

47%

2006

$2 million

46%

2007

$2 million

45%

5

2008

$2 million

45%

2009

$3.5 million

45%

2010

No Estate Tax

No Estate Tax

2011

$5 million

35%

2012

$5 million

35%

2013

$1 million

55%

(Estate Tax FAQs 1).
Following the settlement of EGTRRA, the federal estate tax exemption was
set permanently at $5 million, and indexed for inflation in future years. For 2013,
the exemption amount is $5.25 million. Also, the federal estate tax rate was
permanently set at 40 percent (Jacobs Deborah L After 2). This gave stability to the
immediate future of federal estate tax legislation.
Immediately before the beginning of 2013, there was much deliberation
about the federal estate tax. During 2012, the federal estate tax exemption was set at
$5.12 million with a 35 percent tax rate on anything above the $5.12 million
amount. The $5.12 million was $5 million indexed for inflation (Moeller 1). This
meant that decedents who passed away in 2012 were able to pass up to $5.12
million in wealth to their descendents or beneficiaries. The wealth could include
assets such as cash, land, buildings, cars, etc., at their fair market value at the time of
death.
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b) The Debate Today
This tax has come under much scrutiny recently with the expiration of the
EGTRRA of 2001. On January 1, 2013, the exemption amount was set to revert to the
pre-Bush Tax Cut era of a $1 million exemption with a 55 percent tax rate, compared
to the 2012 exemption amount of $5.12 million with a 35 percent tax rate. Many
farming and ranching business owners in America were opposed to this reversion
because often the owner of the business and the business itself are considered
together, not separately, for tax purposes, and thus, the business is included in his or
her gross estate at the time of death. This inclusion in the gross estate would cause a
higher gross estate value and could result in more federal estate tax owed. On the
other hand, proponents of the reversion argued the exemption amount should
return to the pre-EGTRRA rates (or at least be lowered and accompanied by an
increased tax rate) in order to prevent vast amounts of wealth from accumulating in
just a few families. An example of this would be the Hilton family, who own the
Hilton hotel chains. Without a federal estate tax, Richard Hilton could pass all of his
wealth on to his children, one of who is Paris Hilton, a Hollywood icon. This could
result in wealth never being taxed and accumulating and growing from generation
to generation. Patrick Lester, who is the director of Federal Fiscal Policy at the
Center for Effective Government, explains, “The idea of the estate tax is to prevent
the very wealthy among us from accumulating vast fortunes that they can pass along
to the next generation. The poster child for the estate tax is Paris Hilton…. That’s
who this is targeted at, not ordinary Americans.” (Jeunesse 2).
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This presents the debate of the federal estate tax. Does it affect farming and
ranching business owners as they claim? Or, does it prevent the wealthy from
accumulating enormous amounts of wealth? Or does it do both? Farming and
ranching business owners claim this because they say they would have to sell part of
their business to pay the tax. This business is how they make a living. This is in
contrast to someone who does not own a business and is independently wealthy,
such as a Hollywood icon. They may be able to afford the tax because they are cashrich, compared to a business owner who may be cash-poor. The following examples
show both sides of the debate. One example shows how the loss of government
revenue from the estate tax has hurt communities, while the other example shows
how the federal estate tax can hurt farming and ranching businesses in America.
The first example is about the loss of a state estate tax in Ohio. While up to
this point the focus has been on the federal estate tax, state estate taxes are
essentially the same concept but with different exemptions and tax rates. In his
article entitled “Communities Find Losing Estate Tax Money Painful,” Jim Kelley
states that in 2010, the state of Ohio earned around $231 million in tax revenue
from the state estate tax. The city of Kettering, Ohio received around $3 million in
tax revenue from the state estate tax, and this comprised around 3 percent of its
annual revenue (Kelley 2). When this source of funding was removed, the city was
forced to make budget cuts. Kettering’s City Manager explained, “…estate tax
revenue has gone into every road… and building….” (Kelley 1). In this situation, the
loss of the estate tax hurt the community and forced them to make spending cuts.
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This example points out how a tax on the wealthy, and the resulting redistribution
of wealth, can aid other people and communities.
Farming and ranching businesses are often at the center of debate for the
federal estate tax issue. This is because farming and ranching are very capital
intensive, which often leaves the businesses, and thus the owner, asset rich, but cash
poor. Also, there has been a drastic increase in the fair market value of land. This has
brought the issue to light in recent years. If the exemption had gone to $1 million, of
the two million farms and ranches around the United States, 95 percent of farms and
ranches would have been affected, as 98 percent of all farms and ranches are family
farms (Fox; AFBF).
When an asset-rich sole proprietor dies, he/she leaves a very large gross
estate. This has the potential to result in a high federal estate tax. Since the owner is
cash poor, it is argued the estate would have to sell assets to pay the tax. These
assets are what a business uses to generate income for the owner. The sole
proprietor’s estate is then, essentially, forced to sell part of the business in order to
meet the federal estate tax obligations.
As an example, when a California rancher inherited a ranch from his
grandfather, he was forced to pay $2 million in federal estate taxes because his
taxable estate was large. The vast majority of the inheritance was tied up in 22,000
acres of land for cattle. Had the federal estate tax reverted back to the $1 million
exemption with a 55 percent tax rate on January 1, 2013, the tax for the rancher’s
children to inherit the ranch would have been around $13 million (Jeunesse 1). Even
with the new 2013 exemption, there is still likely to be a vast amount of tax on the
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inheritance of the ranch. If his children cannot afford the tax, which will likely be
more than the $2 million the rancher originally paid to inherit the land, part of or all
of the ranch will have to be sold. This shows why ranchers and farmers are often at
the center of the federal estate tax debate; it could mean selling farms or ranches
that have been in the family for generations.
There is much debate about the federal estate tax. Some argue in favor of it to
prevent wealth accumulating into the hands of only a few, while others argue
against it because it could force the sale of profit-generating assets of farming and
ranching businesses in America. Congress has permanently extended the 2012
federal estate tax exemption and indexed it for inflation with a 40 percent tax rate
(Sullivan 2). Even with this extension, there are still questions about the federal
estate taxes’ economic effects on America, such as how long the current tax law will
last and how this uncertainty will affect farmers and ranchers.
CHAPTER THREE- PROPOSED LEGISLATION
There was various proposed legislation at the end of 2012. The following
chapter will explain different proposals of the estate tax legislation, as well as what
was scheduled to happen at the beginning of 2013.
a) The Federal Estate Tax Law Today
Following the settlement of the federal estate tax law at the beginning of
2013, the federal estate tax exemption was set permanently at $5 million, and
indexed for inflation in future years. For 2013, the exemption amount is $5.25
million. Also, the federal estate tax rate was permanently set at 40 percent (Jacobs
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Deborah L After 2). This gave stability to the immediate future of federal estate tax
legislation.
b) The Scheduled Change on the Federal Estate Tax
As mentioned before, the federal estate tax exemption was scheduled to
revert to the previous exemption of $1 million with a 55 percent tax rate on
anything above the $1 million amount. This reversion was hotly debated because it
was so vastly different from the $5.12 million exemption and a 35 percent tax rate,
and more families would have been affected by the federal estate tax. Some of these
families may not have even thought about planning for the federal estate tax.
c) Basic Example
Before beginning with further examination as to whether or not there are
adverse effects on farming and ranching businesses in America, a basic example will
help to understand how the federal estate tax works.1

1

1

See Figures 3.1 and 3.2 in appendix
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d) Explanation of Example

This is a simple example of the decedent Tommy John. For this example, he is
a single man, who died in 2013. He had made no taxable gifts in his life, and thus, has
the full federal estate tax exemption of $5.25 million.
At the time of his death, Tommy had $500,000 in cash and $600,000 in
investments. The house and lot that he lived on had an appraised fair market value
of $250,000 on the day of his death. The two cars and one truck that he owned had
an appraised fair market value of $50,000. Tommy also owned 500 acres of
farmland which averaged $8,000 per acre fair market value for a total fair market
value of $4,000,000. The last thing included in Tommy’s estate was a life insurance
policy, which he owned, and thus the $800,000 life insurance policy will be included
in his estate.
All of these assets make up Tommy’s gross estate, which is defined as all
property owned at the time of death (Harl Neil E. 38). This brings his total gross
12

estate to a value of $6,200,000. The next step is to take the charitable deduction
from the gross estate. In his will, Tommy left a total of $100,000 to various charities.
Because he did this, the $100,000 will not be subject to federal estate tax, and thus,
will lower his taxable estate by $100,000 and bring his taxable estate to $6,100,000.
The next step would be to calculate the amount of federal estate tax owed.
This would be done using the above 2013 gift and federal estate tax rate schedule
(Estate Planning 1). Since Tommy’s estate is over $1,000,000, his tax will be
$345,800 on the first $1,000,000 of his estate, plus 40 percent of the amount of the
estate over the $1,000,000 level. As a result, his federal estate tax will be calculated
as [40% x ($6,100,000-$1,000,000)] + $345,800, which brings his total federal
estate tax to $2, 385,800.
Next, the federal estate tax credit will need to be calculated. This is done in
much of the same way the federal estate tax was calculated. The total unified credit
is $2,045,800. This number is calculated by taking a credit of $345,800 on the first
$1,000,000 of taxable estate plus 40% of his taxable estate between $5,250,000 and
$1,000,000. The federal estate tax credit for Tommy would be calculated as [40% x
($5,250,000-$1,000,000)] + $345,800, which would bring his total federal estate tax
credit to $2,045,800. The amount of the federal estate tax credit is the lesser of the
federal estate tax due before the credit and the maximum allowable credit of
$2,045,800.
The final step is to calculate the amount of federal estate tax actually owed.
This is done by taking the difference between the federal estate tax owed, which is
$2,385,800, and the amount of the federal estate tax credit, which is $2,045,800.
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After doing this last calculation, the amount of federal estate tax owed comes to
$340,000. This amount will come from the assets of Tommy’s estate.
e) Other Viewpoints on Federal estate Tax Legislation
There are many issues with federal estate tax legislation. One of these issues
is the amount of uncertainty connected to the laws that are passed. The recent
federal estate tax laws were made permanent when they were passed. However,
permanent is more of a relative term when it comes to legislation because
permanent only lasts until Congressional members vote to pass new legislation, and
thus change the “permanent” laws. This can make succession planning for family
businesses very difficult because there is uncertainty in what the federal estate tax
laws will be in the future.
Even though the federal estate tax exemption of $5 million, indexed for
inflation at $5.25 million for 2013, was set permanently at the beginning of 2013,
there were different propositions made for the federal estate tax law, some of which
are still talked about today. President Obama would like to see the federal estate tax
law set in 2018 at an exemption amount of $3.5 million, with no index for inflation,
and a 45 percent tax rate (Collins 1). This is the same proposal he made during
deliberations at the end of 2012.
Other people would like to see the current legislation continued at the
current rate. Iowa State University’s Dr. Neil Harl2 is one of these proponents. Harl
J.D., University of Iowa, 1961; Ph.D in Economics, Iowa State University, 1965;
Charles F. Curtiss Distinguished Professor in Agriculture at Iowa State University;
Emeritus Professor of Economics at Iowa State University; Harl, Farm Estate and
Business Planning, 17th edition, 2013; Harl, Agriculture Law, Matthew-Bender & Co.
LexisNexis (15-volume treatise)
2
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said, “I do believe we need a federal estate tax. The current bill we have is a fair bill
and is a fair approach. It removed a lot of worries… it allows over 98 percent of
decedents not to pay federal estate tax.” (Harl Neil Phone 22 July 2013). Another
reason Harl points towards the current legislation being fair is it allows for a jump
in basis at death. This means when an asset is passed on to the beneficiary of the
decedent’s estate, the income tax basis for the asset is the fair market value on the
day of the decedent’s death. Without this jump in basis and without a federal estate
tax, Harl says “… 100 percent of the people in the U.S. would be affected, compared
to only 1 percent with the current federal estate tax.” (Harl Neil Phone 22 July
2013).
Some believe the federal estate tax should be eliminated entirely. Members of
the Family Business Estate Tax Coalition are among those supporting complete
repeal of the federal estate tax (Estate Tax Reform). As noted on their website,
members of the Family Business Estate Tax Coalition believe, “The cost associated
with planning for and eventually paying the federal estate tax reduces business
capital. All of which means less investment in business growth and job creation”
(Estate Tax Reform).
Another viewpoint is to raise the federal estate tax exemption. Ken Miller,3
partner with McGladrey LLP, would like to see the federal estate tax raised from $5
million to $10 million. “It is difficult to measure where the most appropriate place is
to set the exemption amount. However, it is easy to see that in today’s environment
B.A. in Accounting, University of Illinois, 1978; C.P.A., June 1978; Partner with
McGladrey LLP for 29 years; Presented Continuing Education Programs with
McGladrey LLP for over 30 years; Member of AICPA; Iowa Society of CPA; Licensed
to practice in Iowa, Illinois, and Wisconsin
3
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the amount of capital required to compete in today’s business environment is quite
significant. So I would increase the federal estate exemption from $5 million to a
minimum of $10 million.” (Miller 22 July 2013)
CHAPTER FOUR- ISSUES WITH LEGISLATION
This chapter will explain legislation of the federal estate tax. It will highlight
the issue of the permanent federal estate tax law. Also, it will show potential effects
of legislation.
a) “Permanent”
As mentioned before, President Obama would like to see the federal estate
tax revert back to the 2009 law in 2018. This included a $3.5 million federal estate
tax exemption, which President Obama does not want indexed for inflation, and a 45
percent tax rate on any amount above the $3.5 million exemption (Collins 1). If this
were to pass, this would undo the “permanent” legislation just five years after
President Obama signed it into law.
Uncertainty with “permanent” laws will make planning very difficult. Ken
Miller made this point in an interview:
“Transition of business ownership usually doesn’t happen over night, and the
impact of ownership changes has a long-term impact on the business…
Unfortunately, strategies put into place one year may be completely worthless if the
tax laws change a year or two later. We say our current federal estate laws are
“permanent” just because they have no short-term lapse date, but permanent is only
as long as Congress does not change the rules. We need to develop a system that will
allow the strategies to continue for longer periods of time.” (Miller 22 July 2013).
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Uncertainty can be very costly to the businesses. Planning and revamping the
estate and succession planning can run thousands of dollars. If legislation changes
every year or two, the estate and succession planning costs can add up very fast.
Truly long-term legislation could help lessen this burden of planning on owners of
farming and ranching businesses.
b) Effects of Legislation
There are positive and negative effects of federal estate tax legislation on
farming and ranching businesses. One of the positive effects that federal estate tax
legislation has on business owners is it forces them to consider the future, including
events most people do not want to think about, such as a sudden death of an owner
or partner. Pre-planning for these circumstances means the business is more likely
to survive if one of the situations happens, even if it involves the sudden loss of an
owner of a closely held business.
Miller said, “…proper estate planning actually improves stewardship of the
family business assets by getting the next generation involved in understanding the
business sooner and taking on “owning” the ownership issues sooner while the first
generation is still there and active to help direct the transition issues,” (Miller 22
July 2013).
However, the issue with planning for federal estate taxes is two-fold. If a
person’s estate is far below the federal estate tax exemption level and includes a
farming and ranching business, the person may not consider succession planning
because the federal estate tax will not affect their estate. With an exemption level
above the estate value, owners may “over simplify” their estate plans (Bohr Steve
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Estate Planning 1). They may not pay close attention to needed planning, and thus
have a simple estate plan that does not properly pass the business on to the next
generation. This leaves the owner in a comfort zone, believing there is no need to
plan as thoroughly for transition at death. However, if the federal estate tax
legislation changes right before death, and results in a federal estate tax, lack of
thorough planning could have an adverse effect. Also, it may not be clear to the
beneficiaries who is suppose to take over and run the business. Even if the federal
estate tax will not affect one’s estate, planning for federal estate tax is still important
because it creates a way to deal with federal estate tax law changes and also helps
families look at important non-tax issues.
At the end of 2012, with the federal estate tax set to go back to a $1 million
exemption and a 55 percent tax rate, many people across the country were planning
for the change. Some people were advised to sit and wait to see how Congress would
finally act on the federal estate tax law. Others were advised to prepare for the
exemption reverting to the $1 million exemption level, and in doing so, these people
made gifts to their family members. However, many people ended up regretting
these gifts because they could have kept them and still not paid estate tax on these
assets because of a higher federal estate tax exemption amount in 2013 (Harl Neil
Phone 22 July 2013).
When a beneficiary inherits an asset from a decedent, the beneficiary
receives a new basis for income tax purposes on that asset (Harl Neil E. 26; IRC
§1014). However, when a beneficiary receives an asset as a gift, the beneficiary does
not receive a new income tax basis on that asset. The original income tax basis that
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the donor had is carried over to the beneficiary. Thus, the beneficiary has the same
basis the donor did. Because of the lack of new basis, there could be incredible
income tax consequences later on if the asset is sold. Take the following example:
Assume towards the end of 2012 a father deems he has an estate that is
below the current (at that time) $5.12 million exemption, but above the $1 million
federal estate tax exemption, scheduled to go into effect on January 1, 2013. In an
effort to eliminate federal estate tax on his estate of $2.3 million, the father gifts the
son 150 acres of farmland valued at $1.5 million with an income tax basis of
$100,000.
By giving this gift, the father has most likely eliminated any potential federal
estate tax for his estate. However, the federal estate tax law did not go to the
anticipated $1 million exemption in 2013, but changed to the $5.25 million
exemption. The father is still essentially safe from federal estate taxes, but the son
lost the jump in basis. Because the land was a gift and was not inherited, the son
retains the $100,000 income tax basis. If the son had received the land as a result of
his father’s death, the son would have received a new basis of the fair market value
of $1.5 million. Assume the son wants to sell the land in 5 years, and it sells for $1.3
million. The son will now have to pay capital gains tax on the difference of $1.2
million ($1.3 million - $100,000) compared to taking a capital loss of $200,000 ($1.3
million - $1.5 million) if the land had been inherited. Assuming a capital gains rate
of 23.8 percent (Federal 1), this would mean the son would have to pay capital gains
tax of $285,600 ($1.2 million * 40%), compared to taking a capital loss of $200,000.
If this land had not been gifted and the law had changed to the $1 million exemption
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with a 55 percent tax rate, the father’s estate would have owed $715,000 in federal
estate taxes. This was calculated as [($2,300,000-$1,000,000)*55% + $345,800].
Federal estate tax legislation has both positive and negative effects on
families and their businesses. Planning for the federal estate tax can help families
look at a plan for the succession of the business, but over-planning can happen due
to uncertainty of future laws. Over-planning can result in consequences beyond just
the federal estate tax issues.
CHAPTER FIVE- SPECIAL PROVISIONS
There are various provisions that can benefit farming and ranching
businesses for federal estate tax purposes. Portability, the special use valuation,
family-owned business deduction (although now repealed), and deferral estate
taxes are all provisions available to use for farmers and ranchers in regards to
federal estate taxes. This chapter will explain these provisions.
a) Portability
While portability is available to anyone, even if no business is owned by the
decedent, it is still very important to the federal estate tax and how it affects farming
and ranching businesses. Portability is the ability for the surviving spouse to use any
of the decedent spouse’s unused federal estate tax exemption (Jacobs Deborah L
After 2; IRC §2010(c)(5)(A)). If a decedent uses $4.25 million of their federal estate
tax exemption, they would still have $1 million of unused exemption left. Instead of
the $1 million going to waste, the unused $1 million exemption would be added to
the surviving spouse’s $5.25 million for a total exemption amount of $6.25 million.
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Another aspect of the legislation at the end of 2012 was that it extended the
unlimited marital deduction, which allows for the first spouse to die to transfer an
unlimited amount of wealth to the surviving spouse’s estate tax-free, assuming the
surviving spouse is a U.S. citizen (Jacobs Deborah L After 2). All of this is done
without use of the federal estate tax exemption. If portability and the marital
deduction are properly used, a couple can transfer up to $10.5 million in wealth to
their children or other beneficiaries. This is because the marital deduction will allow
for $0 in taxable estate, and thus none of the $5.25 million exemption will be used.
All of the unused exemption will then be transferred to the surviving spouse.
In order to elect portability, the executor of the estate must file a federal
estate tax return (Miller 22 July 2013). This must be done within nine months of
death or done before the six-month extension, if the extension is elected. Lack of
filing a federal estate tax return or missing deadline causes the surviving spouse to
forfeit any unused exemption (Jacobs Deborah L After 2).
b) Special Use Valuation
The special use valuation is a provision specific to family-owned businesses,
but is most often used in the farming and ranching business. This provision allows
land in a farming business to be valued at a price comparable to the value used in
the business, rather than at the fair market value selling price of the land. There are
two different ways of valuing the land under the special use valuation: the cash rent
capitalization method and the five factor formula method (Harl Neil E. 40; IRC
§2032).
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The cash rent capitalization method is the more common of the two methods.
This method uses cash rent figures on tracts of comparable land from the five most
recent years (Harl Neil E. 39-40; IRC §2032). The cash rent capitalization method
takes into account the average cash rent, property taxes, and the effective interest
rate from the Federal Land Bank District where the land is located. All of these
factors are over the past five calendar years (Harl Neil E. 40-41; IRC §2032). To
figure out the special use valuation of the land, take the average cash rent and
subtract the property taxes. Then divide the difference between cash rent and
property taxes by the effective interest rate for that particular Federal Land Bank
District.
Assume the same 150 acres of land from the example in chapter five. This
land had a value of $10,000 per acre. Also assume that over the last five years the
average cash rent is figured to be $300 per acre, with property taxes at $35 per acre,
and an effective interest rate of six percent. The formula would look like this: ($300$35)/.06. This would bring the special use valuation of the land to $4,417 per acre.
As a result, this would make the entire value of the farmland $441,667, adding far
less value to the estate compared to the $1.5 million fair market value of the land.
Note: the special use valuation cannot reduce an estate by more than $1,070,000 in
2013. This figure is inflation adjusted (Harl Neil E. 43; IRC §2032). There are certain
criteria under which farmland must fall in order to be valued in an estate under
special use valuation.
The first criteria is that the value of the farm property, whether real or
personal must be at least 50 percent of the gross estate, while the second criteria is
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that 25 percent of the estate must be attributed to real farm property. Both of these
are figured using fair market values (Harl Neil E. 43; IRC Sec. 2032A(b)(1)(A) and
(B)).
For the third criteria, it must be determined whether the decedent or a
member of the decedent’s family have an equity interest. This is done by performing
the qualified use test (Harl Neil E. 43; IRC Sec. 2032A(b)(2)). To be seen as qualified
use and thus an equity interest, the land must be used as a “farm” for “farming
purposes,” by the decedent or the decedent’s family member at the time of death of
the decedent and for five of the last eight years prior to the decedents death (Harl
Neil E. 47; IRC §2032). In addition to that, a qualified heir must meet this qualified
use test during the ten-year recapture period following the decedent’s death. If this
is not met during the recapture period, the Internal Revenue Service can order a
recapture of the federal estate tax benefits (Harl Neil E. 40; IRC §2032). This
prevents a family from taking advantage of the special use valuation but then
foregoing the family farm operation after death.
The fourth criteria for treating land under the special use valuation requires
the decedent or member of the decedent’s family to have owned the farmland for
five of the last eight years prior to the decedent’s death and used it within the
farming business (Harl Neil E. 44; IRC Sec. 2032A(b)(1)(C)). This would exclude any
land bought just prior to death. In addition, the fifth criteria requires the decedent
or member of the decedent’s family to have materially participated in the farming
business for five of the last eight years before the earlier of retirement, disability, or
death (Harl Neil E. 44). The sixth and final criteria requires a qualified heir to
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receive a present interest upon death of the decedent (Harl Neil E. 44; IRC §2032).
In the end, if the land has been in the family farm business for at least five years and
this plans to continue for the next ten years following death with little likelihood of
the land being sold, special use valuation can be a provision to lower a taxable estate
and thus save federal estate taxes.4
c) Family-Owned Business Deduction
The family-owned business deduction was repealed for deaths after 2003
(Harl Neil E. 95). This gave a deduction for federal estate taxes for those who were
carrying on a family business after death of an owner. Even though it is no longer in
effect, it should still be mentioned and kept in mind. Congress could bring this
deduction back into the tax law. The most likely scenario where this would happen
would be if the federal estate tax exemption would be lowered (McEowen 1). In the
end, it is unlikely this would be brought into the tax law, but should be noted in
regard to federal estate taxes.
d) Deferral of Federal Estate Taxes
Another provision given to farming and ranching business owners in regard
to federal estate taxes is the ability to defer payment of federal estate taxes. Like the
special use valuation provision, this provision is available to any family-owned
business. However, it is most often associated and used in a farm or ranch estate
It should also be noted that while land elected to special use valuation does
decrease the value of the land and could in turn lower federal estate taxes, there are
some income tax consequences. When land is valued under the special use
valuation, it does not receive an income tax basis equal to the fair market value of
the land (Harl Neil E. 46; IRC §2032). Instead, the income tax basis is the special use
value (Harl Neil E. 55; IRC §2032). Just like with gifting, this could lead to additional
capital gains tax if the land is ever sold.
4
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situation. Estates are able to use an installment payment to pay federal estate taxes
over 177 months, which is 14 years and 9 months (Harl Neil Phone 22 July 2013;
IRC §6166). This is most often referred to as a 15-year installment payment option.
With this option, estates can completely defer federal estate taxes, while only
paying interest, for up to five years following the death of the decedent. However,
federal estate taxes can only be deferred on the part of the estate that is comprised
of the farming business, and they are only eligible for this deferral if more than 35
percent of the adjusted gross estate is made up of the farm business (Harl Neil E.
134).
One of the attractions to this deferral of federal estate taxes is the low
interest rate on the unpaid amount of estate taxes. For 2013, this rate is two percent
on the first $1,430,000 of taxable estate ($1,000,000 adjusted for inflation) (Harl
Neil E. 135). Since the rate is so low, the cost of deferral of federal estate taxes is also
very low. This can actually help the business because money can be invested in the
business rather than being paid in taxes for this first five years. The following table
shows the potential savings with deferral of federal estate taxes (Harl Neil E. 137).
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As the chart shows, net savings greatly increase as the return on capital
increases. While generating a three percent return on capital, deferral and
subsequent installment payments on federal estate taxes could save over $14,000.
With a six percent return on capital, savings of over $74,000 could be generated. If a
business is able to generate an eight percent return on capital over the 15 year
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period, the business would generate a saving of over $132,000, which is actually
more than the assumed tax bill. As the chart shows, there is the potential for
economic benefit with the deferral of federal estate taxes.
However, there is the other side to the deferral and installment payment of
federal estate tax provision. The business owner would need to consider the risks of
the business continuing for the deferral and installment payment period. Should the
business come under hard times, it could become difficult to make the continued
payment of federal estate taxes.
As with the special use valuation provision, there are certain things that
should be watched in order to avoid forfeiting the right to installment payments and
thus forcing immediate payment of the remaining federal estate taxes. If more than
50 percent of the business is disposed of, the remaining federal estate tax becomes
due (Harl Neil E. 146). Specific to a farming business, if a farm goes from being
farmed by the owner to cash renting the farm by way of a lease, this is considered
disposition of the farm (Harl Neil E. 147; IRC Sec. 6166 (g)(1)(A)). Thus, the
remaining federal estate tax would become due.
Continuation of the business should be carefully examined when deciding
whether or not to elect the deferral and installment payment of federal estate taxes.
If the business is likely to continue throughout the time period of payments, then the
deferral of federal estate taxes could be an economically favorable option. However,
if the business will not likely continue for that 15-year period, then caution should
be used when choosing to elect the deferral of federal estate taxes.
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CHAPTER SIX- VARIOUS SCENARIOS
To show how planning and use of different provisions can affect the amount
of federal estate tax paid, the following example will be used:

5

This example shows how a family farm estate could look. Assume Tom and
Betty have four children, with one child wanting to farm. All of these examples will
assume the current federal estate tax law of $5.25 million exemption with a 40
percent tax rate. These examples will show how various levels of planning can
change the amount of estate tax owed.
a) No Planning
Tom is the first to die. Assuming Tom and Betty do no planning for their
estates and did not file a federal estate tax return for Tom, Tom’s estate would be
one-half of the value of all the assets he and Betty own together. Without filing an
estate tax return, portability cannot be elected. This assumes they hold their assets

5Farmland

is 800 acres valued at $8500/acre; Timber is 100 acres valued at
$2000/acre; Grain is 160,000 bu. corn at $6/bu. and 40,000 bu. beans at $13/bu.
28

in joint tenancy, where each person has an undivided interest in the property (Harl
Neil 6; IRC §2040). As a result, Tom’s federal estate tax calculation would be as
follows:

Tom’s estate would not owe any federal estate tax because of the unlimited
marital deduction. Betty would take over all of Tom’s assets tax-free, and the family
farming operation would continue on with John, the child who wants to farm, taking
over the business. This is assuming Betty would lease the land and machinery to
John.
If a year later Betty passes away and assuming no meaningful changes in
estate value, Betty’s federal estate tax calculation would be as follows:
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At her death, Betty’s taxable estate is much larger than Tom’s because it
includes all of his estate assets plus her assets. It is important to point out that very
little of her estate is in highly liquid items (i.e. cash, stocks/bonds, etc.). The tax on
her estate would be calculated as follows:

As shown, Betty’s estate would owe $2.4 million in federal estate tax. The
problem is that Betty’s estate does not have that amount available in highly liquid
assets. Because of a lack of planning, Betty’s children will likely have to sell illiquid
assets to pay the tax. The most liquid assets (cash, stocks/bonds, grain, life
insurance) add up to $2.51 million in value. This value is also before taking into
account any income taxes, so there will actually be less after-tax dollars available to
pay the federal estate tax. Also, the grain is likely needed in the farm operation to
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pay farming debts. The choice will have to be made about what to sell next. Many of
the remaining assets, specifically the timber and farmland, likely have family
heritage attached to them because they have been in the family for generations, and
the family will not want to sell these assets unless absolutely necessary. Selling
farmland could have a negative impact on the John’s farming business, as he could
lose a portion of his business.
It is important to note here that a majority of these issues could have been
avoided if thorough planning had been used. Specifically, Tom’s unused credit would
have greatly reduced the federal estate tax bill. This tax bill would have been much
more manageable with limited consequences on the farming business, as shown in
the next example.
b) With Portability
Portability is a key provision for maximizing wealth transfer and minimizing
the federal estate taxes owed. Betty could have taken advantage of portability by
thorough planning and filing a federal estate tax return at Tom’s death. Tom’s estate
calculation would have been as follows:
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The only thing that has changed from the previous example is the unused
credit has been transferred to Betty. There is still no federal estate tax due at the
death of Tom.
Assuming the same passing situation for Betty as in the previous example,
Betty’s federal estate tax calculation would be as follows:
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As shown above, this amount of federal estate tax is much more manageable
to pay compared to the $2.4 million in the previous example. The most liquid assets
would be able to cover this tax burden. No illiquid assets, such as farmland or
timber, would need to be sold to pay the federal estate tax. John’s farming business
would be impacted little, if any, by easing the federal estate tax burden of Betty’s
estate. Taking advantage of portability alone can greatly decrease the federal estate
tax burden.
c) With Special use valuation
Continuing with the same example, special use valuation can also lessen the
federal estate tax burden. Assume Tom has already passed away and Betty has the
same estate as in the previous example, except the land qualifies for special use
valuation. The land value is now refigured under the special use valuation rules. The
estate would look like the following:
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Using the special use valuation, the farmland value goes from $6.8 million to
$3.6 million. This was based off of $300 rent per acre with $30 per acre property
taxes and a six percent interest rate. However, as mentioned before, the special use
valuation can only lessen the overall value of the estate by $1,070,000. As a result,
the new farmland value is $5,730,000. Because of this, the gross estate is now
$10,180,000. This lessens the federal estate tax from $4,445,800 to $4,017,800.
Assuming they took advantage of portability, there would be no federal estate tax
owed, and all wealth Tom and Betty accumulated throughout their lives would be
passed on to their children tax-free.
One caution to take with using the special use valuation would be to figure
out the chances of John continuing the family business in the future. If it is unlikely
John will continue the farming business through the ten-year recapture period, then
it may be more advantageous for Betty’s estate to ignore the special use valuation
and pay the resulting federal estate tax now, rather than potentially have recapture
of tax later. If properly used, the special use valuation can be advantageous in saving
federal estate taxes. However, income tax considerations should also be considered,
as the new basis in the land will be the special use valuation figure. If the land were
ever sold, it could potentially incur more capital gains tax to be paid.
d) Difference Between the Scenarios

34

As these examples show, planning is essential to minimizing federal estate
taxes, and thus, minimizing the impact on the family business. Planning cannot
always completely eliminate federal estate tax. However, as the above example
shows, it has the potential to save millions of dollars. Lack of planning and lack of
knowledge of the federal estate tax laws would have cost the Smith family $2.4
million in federal estate taxes, but with thorough planning and utilization of
provisions, the federal estate tax was eliminated.
CHAPTER SEVEN-SCENARIO WITH VARIOUS LAW CHANGES
The following scenarios assume Tom died under the current law with an
exemption of $5.25 million with a 40 percent tax rate. All of his wealth was
transferred to Betty tax-free due to the unlimited marital deduction. Therefore,
none of Tom’s federal estate tax credit was used and was transferred to Betty. In
scenarios where the law is different from the current law, it is assumed to use the
same progressive tax rate on the first $1 million of wealth. These scenarios will
show how the differences in laws can potentially have an adverse effect on farming
and ranching businesses in America.
a) Scenario 1: With the Current Law
As previously shown, Betty’s estate would look like the following under the
current tax law:
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With the $5.25 million exemption, the marital deduction when Tom died, and
the portability provision, the federal estate tax for Betty’s estate is fairly manageable
to pay at her death. This $354,200 could be paid from her highly liquid assets,
whether it be cash or life insurance proceeds. Because the federal estate tax could be
paid from highly liquid assets, John, the farming son, would have minimal impact on
his farming business, which he carried on when his father, Tom, died. There would
likely not be any need to sell any vital farming assets such as farmland or machinery
to pay federal estate taxes.
b) Scenario 2: $1 Million Exemption
For this example, assume a $1 million exemption, which is not indexed for
inflation, and a 55 percent tax rate on anything above the $1 million exemption.
There is also no portability available, so any unused federal estate tax credit is lost.
This is similar to the federal estate tax law that was scheduled to go into effect on
January 1, 2013. Betty’s estate would look like the following:
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As shown above, there would be significant federal estate tax owed if Betty
died under the federal estate law of a $1 million exemption with a 55 percent tax
rate above the exemption. The available credit would have relatively little impact on
the federal estate tax owed by Betty’s estate.
In order to pay the tax, many illiquid assets would have to be sold. Many of
these assets likely have family heritage. The available cash and life insurance
proceeds would not even cover $1 million in federal estate tax. Grain could be sold.
However, this is likely needed within the farming business to pay off any potential
machinery debt, operating debt, or any other debt the business may have incurred.
The timber could be sold, but this likely has strong family heritage, and if it was sold,
would generate only a small amount of cash to pay the tax.
Betty’s house and the farm buildings would likely be on the same piece of
land. It is probable this is the center of the family heritage. Selling this would be like
selling a priceless family heirloom. This leaves the last option of selling farmland.
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Selling the land would likely generate the cash to pay the federal estate tax.
However, selling the land would also be devastating to John’s farming operation.
Unless he would be in a financial position to buy all the land, it would likely move
out of the family’s hands. As mentioned before, farmers can be “cash poor” because
of the amount of capital investment needed to run the business. If the land was sold
to someone outside the family, there is a good chance John would not be able to
farm it, and thus, would be put out of business.
c) Scenario 3: $3.5 Million Exemption
As previously mentioned, President Obama would like the federal estate tax
to go to a $3.5 million exemption that will not be indexed for inflation, and a 45
percent tax rate on anything above the exemption amount. When compared to the
$1 million exemption with a 55 percent tax rate, this law would be more
advantageous. Betty’s federal estate tax calculation would be as follows, assuming
no portability is available:
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As shown in the example, the federal estate tax owed would be considerably
less than when there is a $1 million exemption and a 55 percent tax rate. However,
Betty’s estate would still owe nearly $3.5 million in federal estate taxes.
This could affect John’s farming business. It may not bring the farming
business completely to an end, but it potentially could. Liquid assets such as cash,
life insurance proceeds, and stocks and bonds could be sold. This would cover
around $1 million of federal estate tax (after any necessary income tax was paid),
leaving around $2.5 million in federal estate tax left to be paid. Depending on John’s
financial position, he may be able to purchase some of the land to pay part, if not all
of the federal estate tax. This would add quite a lot of debt to his farming operation,
but save the business long-term. If this debt is something the business could take on,
then there is a lesser chance of the business having to close due to paying federal
estate taxes.
However, John might not be in a financial position to buy the land. If he has
many other outstanding debts, then he may not be able to purchase the land.
Without the land, it is likely he will not be able to continue the business. In the end,
this law clearly gives John a better chance at surviving in the farming business than
the $1 million exemption with a 55 percent federal estate tax rate did.
d) Summary of Various Laws
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The federal estate tax law that is in place at the time of a decedent’s death has
an enormous impact on the amount of federal estate taxes that will be paid. With the
current law, there can be minimal impact on a moderately sized business. However,
no matter where the exemption is set, there is always the possibility of affecting a
farming and ranching business. If wealth were to accumulate far above the
exemption, no matter where it is set, there will be an impact on the business.
As shown, the $1 million exemption level could have a devastating impact on
farming and ranching business. This impact is magnified in the farming business,
where there is a capital-intensive need. This can leave farmers rich in assets, but
poor in cash.
A $3.5 million exemption offers a better scenario than a $1 million
exemption. Less federal estate tax would be owed, and thus, there would be
potentially less business impact. Depending on the business, however, there is still a
chance for federal estate taxes to have a negative effect, and thus adversely effecting
farming and ranching businesses. A higher exemption lessens the number and level
of impact on farming and ranching businesses.
No matter what exemption is in place, there is always the potential for a
farming and ranching business to be impacted. The only way for federal estate tax
law to have absolutely no impact on farming and ranching businesses would be to
eliminate the federal estate tax completely. However, raising the exemption helps
minimize the impact on farming and ranching businesses.
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CHAPTER EIGHT- CONCLUSION
There is always a chance for federal estate taxes to affect farming and
ranching businesses in America. However, with thorough planning and legislation,
this effect can be minimized. Without thorough planning and/or poor legislation,
there is the potential for farming and ranching businesses to be negatively affected
by the federal estate tax at the death of an owner.
If a person sees these farming and ranching business owners as wealthy and
believes in wealth redistribution, he or she may think the owner’s wealth should be
taxed and redistributed in order to prevent a wide disparity in wealth and class. On
the other hand, if one believes that a business owner has worked for the wealth
accumulated in the business, the person might believe that the business owner has
the right to pass on this earned wealth to heirs. The political viewpoint of an
individual will affect whether or not they see the federal estate tax as problematic to
farming and ranching businesses in America.
To answer the first research question, “Does the federal estate tax have
adverse consequences on farming and ranching businesses in America?,” The
federal estate tax law has the potential to be adverse, but there are provisions in the
law, as described, that help mitigate or eliminate the adverse consequences, as
shown in the examples. There is the possibility of having harmful effects to farming
and ranching businesses, but this possibility will always be there, as long as there is
a federal estate tax law in place.
For families that run farming and ranching businesses, planning is very
important. As mentioned before, there are various provisions for farming and
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ranching businesses in America, whether it is the special use valuation or deferral of
federal estate taxes on the business portion of the estate. With portability, there is
also the option to maximize the use of the federal estate and gift tax unified credit.
One of the ways the federal estate tax can help family businesses is by making the
owners of the family business think about unforeseen circumstances, such as an
owner suddenly passing away. In this instance, the federal estate tax actually helps
the business long-term because when an owner goes to a lawyer or accountant for
federal estate tax advice, the owner is often forced to think about what provisions
need to be put into place to keep the business going on to the next generation if
something were to suddenly happen to the owner. Because of this, families can get
together and talk about the business objectives and transitional steps needed to
pass the business on to the next generation.
Legislation is very important in determining the degree of impact. Where the
legislation is right now is fair and adequate. However, there does need to be some
modifications to the law in order to give this fairness and adequateness long-term
consistency. This leads to the second research question, “If any reform is necessary,
how should the federal estate tax law be modified?” The only way to truly prevent
any farming and ranching businesses from being affected from the federal estate tax
is to eliminate it completely from the tax code. This is very unlikely to happen.
Raising the exemption amount would also lessen the potential for farming and
ranching businesses to be affected by the federal estate tax. While this is more likely
to happen when compared to eliminating the federal estate tax, it is still not likely to
happen to the extent of raising it to say $10 million. Indexing the exemption amount
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for inflation is good because it helps to take into account rising values and prices.
Without the indexation, there will continue to be more and more farming and
ranching businesses affected by the federal estate tax year after year, as that
exemption amount loses its dollar for dollar value.
The biggest issue with legislation is the uncertainty from year to year. A
“permanent” law is only permanent because there is no short-term deadline to it
(Miller 22 July 2013). The law could be changed with the passing of new legislation,
and thus, not be truly permanent. One of the best ways to solve this issue would be
to pass a law that really is permanent and cannot be overturned. While this would
be the best situation, it is not practical to have a truly permanent law. As time goes
on, there are laws that need to be changed. This can make long-term planning very
difficult, specifically estate planning. Since it is “long-term” planning, it generally
does not happen in just one or two years. Rather, it happens over multiple years,
even decades. There is a solution that would help with this situation.
To help with the problem of long-term uncertainty, there should be some
long-term stability. Based on my research, I propose when an estate tax law is in
effect, revisions should not go into effect for at least six years. This is equivalent to
one term in the Senate and would help people writing wills and making estate plans,
as wills should be revisited and reviewed at least every five years (Jacobs Deborah L
When 1). For example, if a law passed on July 1, 2014 changing the federal estate tax
exemption from the current $5.25 million with a 40 percent tax rate to $3.5 million
with a 45 percent tax rate, it would not be allowed to go into effect until at least July
1, 2020.
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This would allow people better stability to plan. They would know what the
law would be for the next six years if they would happen to pass away during that
period. It would minimize the number of times wills and estate plans need to be revamped because they would not need to revisit it every year or two with the
changing of the law. Not only would this help with planning, but it would also save
money on estate planning fees. When it came close to January 1, 2020 and the new
law was about to go into effect, wills and estate plans could be revisited and
updated. It is likely that in these six years, the farming and ranching business has
changed and a new plan is needed.
In addition to time delay of new legislation taking effect, once a law is set in
place, it should go on indefinitely until a new law is voted into the tax code. If a new
law is passed, it would take six years for it to actually go into effect. This would
greatly ease the burden of long-term planning.
In the end, with careful planning and proper legislation, federal estate tax
could have minimal impact on farming and ranching businesses in America. If
provisions for farming and ranching businesses are continued and proper time is
given before laws are changed, people are better able to prepare for their estate
following their passing, and thus, minimize the effect on their farming and ranching
business. However, poor legislation and lack of planning will have an adverse effect
on farming and ranching businesses. As a result, business owners should always be
aware of changes in the estate tax laws that could potentially affect their businesses
and estates.
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APPENDIX
Figure 3.1
Federal Estate Tax Calculation
Add: Fair Market Value of All Assets on Day of Death (Or Alternate Evaluation Date).
Equals: Gross Estate
Less: Deductions (Charitable, Administrative, Debts, Portability, etc.)
Add: Taxable Gifts Made During Lifetime
Equals: Taxable Estate
Multiply By Estate Tax Rate (See Chart Below)
Equals: Estate Tax
Calculate Estate Tax Credit: [($5,250,000-$1,000,000) * 40%] + $345,800 (Formula
is for estates greater than $1,000,000; Credit is limited to the lesser of the amount of
estate tax or $2,045,800.)
Subtract: Estate Tax Credit from Estate Tax
Equals: Estate Tax Owed
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Figure 3.26
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